We examine the manner in which debt issuance by dual class firms differs from that issued by comparable single-class firms. Using the comprehensive sample of dual class firms compiled by Gompers, Ishii, and Metrick (2010), we find that dual class firms tend to borrow at lower interest rates and for longer maturities but face more covenants, especially performance based covenants. Our results are robust to corrections for the endogenous choice of dual class share structures. We also find that the returns earned by the stocks of these dual class firms have lower volatility. Our findings are consistent with the conjecture that dual class firms tend to avoid idiosyncratic risk and that with the help of performance based covenants, creditors are able to create safer lending opportunities with dual class firms than with single-class firms.
INTRODUCTION
Dual class shares structures have been of considerable interest to researchers in corporate governance as they have the potential to crucially tilt the balance of power in corporations. 1 As surveyed by Adams and Ferreira (2008) , this divergence between cash-flow rights and voting rights has the potential to increase or decrease a firm's value. On the one hand, dual class share structures can destroy value by encouraging the expropriation of wealth by controlling shareholders, preventing the proper functioning of the market for corporate control, and distorting investments. On the other hand, they can be beneficial if they alleviate free-rider problems and improve managerial decision making (Burkart and Lee, 2008 ). As such the net impact of dual class share structures appears to be more of an empirical issue. An influential contribution in this direction is that of Gompers, Ishii, and Metrick (2010) who compile an exhaustive sample of dual class firms and find that on the whole, dual class firms tend to be valued lower than their non-dual class counterparts. In addition, the results of Masulis, Wang, and Xie (2009) suggest that at least a part of this value destruction could be attributed to poorer acquisition and capital expenditure decisions by dual class firms.
Our study focusses on an important follow up question -the impact of dual class share structures on debt contracting. If the value destruction in dual class firms noted by prior studies is a direct reduction in the value of projects, it should imply lower value for the debt as well as the equity of the firm. As such, lenders would rationally be more wary of dual class firms and tend to impose tighter restrictions on them, charge them higher rates of interest, and take steps 1 A typical dual class shares structure will have two categories or classes of shares. Typically one of them will have significantly higher voting right per share than the other while they retain similar cash flow rights. It is also common in these situations to have more than two classes of equity with different voting to ensure more frequent contracting. An alternate possibility is that the lower value of dual class firms is driven by suboptimal risk-taking by the decision makers of such firms. As noted by both Adams and Ferreira (2008) and Gompers, Ishii, and Metrick (2010), dual class share structures are often used by founding families to ensure their control over the firm. Further, as noted by Anderson and Reeb (2003) founding families are unique in their long investment horizons and have a special interest in the survival of the firm. Therefore, disproportionate control wielded by such owners could result in risk-averse decision making which would in turn result in a transfer of wealth from equity holders to debt holders. In such a situation, lenders would be more likely to welcome dual class firms and tend to impose fewer restrictions on them, while charging them lower rates of interest and lending to them for longer maturities. We empirically test these competing hypotheses.
We find that lenders, in fact, do impose more covenants on dual class firms. However, the greater use of covenants for dual class firms is driven entirely by performance based (i.e. income statement based) covenants. In fact, lenders impose less capital based covenants (i.e. covenants that rely on balance sheet information) on dual class firms. Moreover, after imposing more performance based covenants, lenders appear to charge dual class firms a lower interest rate as well as negotiate a longer maturity for such loans. Our evidence indicates that at least a portion of the value destruction associated with dual class firms is likely to be driven by an excessive reduction in risk for such firms. We test this conjecture using the volatility of the returns earned on the firm's stock as our proxy for idiosyncratic risk. Our preliminary evidence is consistent with this rights for each group. However, the implications for corporate control and governance is similar and, as is common in the literature, we use the term "dual class" to refer to any share structures where there are multiple classes of shareholders with different voting and cash flow right. prediction and indicates that dual class firms are less risky than their single class counterparts.
We make two main contributions to the literature. First, as reviewed by Adams and Ferreira (2008) , the debate on the role of dual class firms has mostly focused on the value of equity (either as abnormal returns in event studies or as measured by the market to book ratio). The findings of Gompers, Ishii, and Metrick (2010) suggest that overall dual class firms have lower value as compared to their single-class counterparts. However, the observed reduction in value could be attained in two possible ways. One possibility would be an inappropriate (from the equity holders' perspective) reduction in risk which would result in a transfer of value from equity to debt holders. Alternatively, it could be an outright reduction of firm value as a result of insiders using their position to transfer value out of the firm. Our evidence suggests that the former is the more likely explanation.
We also contribute to our understanding of the relationship between dual class shares structures and debt. As such, our paper is most closely related to that of Dey, Nikolaev, and Wang (2015) who focus on the manner in which debt can be used to alleviate the conflict between controlling and minority shareholders in dual class firms. Our results complement theirs by focusing on the terms of issuance of debt (rather than the choice of the level of debt or the kind of debt issued) in more detail. Similar to them, we find that debt issuance by dual class firms is associated with a greater use of performance based covenants. However, we extend their analysis to the other primary aspects of debt issuance, namely the interest spread and the maturity of the loan. We find that dual class firms in fact pay lower interest costs and typically borrow for longer maturities than do their single class counterparts. Our findings provide a more detailed picture of the process of borrowing for dual class firms.
The remainder of the paper is organized as follows. Section 2 discusses the related literature and develops our hypotheses. Section 3 describes our data. Section 4 provides a discussion of our results and section 5 concludes.
PRIOR RESEARCH AND HYPOTHESES
Recent empirical research on dual class firms has highlighted the potential for value destruction that can be a consequence of certain shareholders wielding power that is disproportionately higher than their cash flow rights (Gomper, Ishii, and Metrick, 2010; Masulis, Wang, and Xie, 2009). Their findings are similar in spirit to those of Shleifer and Vishny (1997) and Johnson, La Porta, Lopez-de-Silanes, and Shleifer (2000) who have noted that insiders who control the firm but do not have high cash flow ownership are prone to expropriating value from the firm at the expense of other contributors of capital. The implications of such expropriation for debt issuance have been examined in an international setting by Lin, Ma, Malatesta, and Xuan (2011) who consider a number of governance variables. They find that the impact of such governance issues on bank loans is strongest when firms are family controlled, especially when the CEO is from the controlling family. Further, they find that the impact on bank loans is at least partially mitigated in the presence of stronger laws and institutions. The presence of a wedge between cash-flow and voting rights appears to exacerbate the controlling shareholders incentives to expropriate the minority shareholders as well as lenders.
The most obvious interpretation of these findings in our context would be that lenders ought to be careful in lending to firms with dual class share structures for fear of such expropriation at the hands of the controlling shareholders. Similarly, shorter loan maturity and a greater use of restrictive covenants have been shown to be the other tools that are commonly used by lenders to control credit risk when lending to borrowers who are more likely to default on their obligations (Ortiz-Molina and Penas, 2008; Bradley and Roberts, 2015) . In light of the above discussion we have our three main hypotheses as follows:
Hypothesis 1: Lenders will charge dual class firms a higher interest cost than comparable firms that have only a single class of equity.
Hypothesis 2:
Lenders will contract for loans of a shorter maturity with dual class firms than they will with comparable firms that have only a single class of equity.
Hypothesis 3:
Lenders will impose more conditions on dual class firms in the form of restrictive covenants than on comparable firms that have only a single class of equity.
As noted by John, Litov, and Yeung (2008), expropriation by dominant shareholders, as discussed above, is not the only channel through which controlling shareholders could reduce firm value. An alternative channel lies in the controlling shareholders' approach to risk. One possibility is that the controlling shareholders could indulge in excessive risk-taking to the detriment of debt holders. Such activities would generate similar predictions to the three hypotheses above. However, a different possibility arises in situations where controlling shareholders have significant undiversified investment in the firm. In such cases, they could end up taking suboptimal (rather than excessive) amounts of risk. An implication is that for such firms the interests of the controlling shareholders would be aligned with those of the debt holders (and conflict with those of minority shareholders).
The possibility of controlling shareholders forcing suboptimal levels of risk has also come up in the literature on family firms and the connection is especially relevant for dual class firms. As noted by Gompers, Ishii, and Metrick (2010), founding families are known for using dual class share structures. This agrees with the observation of Anderson and Reeb (2003) that founding families are unique in their focus on the long term and often have a clear objective of keeping the firm in the family for generations. As such, dual class share structures can be attractive to such firms -not as a means of extracting value at the expense of minority shareholders but more as a means of ensuring the family's ongoing control over the firm. For such firms the survival of the firm -which would imply meeting all obligations related to borrowing -could take on an additional importance, possibly at the expense of maximizing the value of equity. If this logic lies at the root of the observed reduction in the value of dual class firms and their less productive investment decisions (Gomper, Ishii, and Metrick, 2010; Masulis, Wang, and Xie, 2009) then these firms should be regarded favourably by lenders. More specifically, we would then expect dual class firms to pay lower interest costs, be less restricted by covenants and contract for longer maturities.
This alternative interpretation of how dual class share structures could affect the contract between lender and borrower is especially important in the context of the restrictive covenants that accompany the loan. As noted by Christensen and Nikolaev (2012) and Dey, Nikolaev, and Wang (2015) covenants could, in general, be classified as performance based covenants and capital based covenants. Performance based covenants are those that are largely based on the income statement and are designed to monitor the performance of the firm, transferring control to the lenders if any pre-set norms are not met. These retain their importance in dual class firms where the management places a greater importance on survival as opposed to value maximization. In fact, it could be argued that these covenants are even more important for dual class firms where the controlling insiders could shield themselves from the discipline exerted by the market for corporate control. In contrast, capital based covenants are based on the balance sheet, and ensure that sufficient capital be maintained in order to control for the conflicts of interest between equity holders and debt holders. To the extent that dual class firms are already very sensitive to the issue of firm survival, these capital based covenants could assume lesser importance than performance based ones. In sum, we have two additional hypotheses with respect to the usage of covenants.
Hypothesis 3A: Lenders will impose fewer conditions on dual class firms in the form of capital based covenants than on comparable firms that have only a single class of equity.
Hypothesis 3B: Lenders will impose more conditions on dual class firms in the form of performance based covenants than on comparable firms that have only a single class of equity.
DATA
We begin with a comprehensive list of dual-class companies that Gompers, Ishii, and Metrick (2010) construct from the universe of U.S. public firms from 1994-2002. 2 As discussed by Gomper, Ishii, and Metrick (2010) and Masulis, Wang, and Xie (2009) this dataset is an exhaustive one that includes all public US firms. We merge in firm characteristics for these firms from Compustat. We then merge this data with the Dealscan database using the DealscanCompustat linking file provided by Michael Roberts. The sample of loans recorded in Dealscan for these firms is described in Table 1 . Dealscan reports loans at the "package" and the "facility" level. A facility represents the smallest unit or tranche of a loan. Multiple such facilities which are entered into at the same time are referred to as a package. However, covenants are only reported at the package level. Moreover, all facilities that are part of a single package are in some sense part of the same contract. Therefore, as noted by Murfin (2012), facilities within a package are not independent and carrying out the analysis at a facility level (with the assumption that they are independent observations) would result in a large and spurious inflation in the significance of all tests. With this in mind, our entire analysis is carried out at the package level. As can be seen from Table 1 , our sample consists of 7,400 packages obtained from 6,802 firms.
At this point we would like to note that even analyzing at the package level does not guarantee independence of observations. Specifically, as pointed out by Roberts (2015) , it is entirely possible that several of the packages represent renegotiations of the same deal and as such have a strong dependency. However, as further noted by Roberts (2015) eliminating such a bias would require manual collection of data for each transaction in order to establish its independence. In this study we focus on a large sample approach and as such, we note this weakness. In addition, as can be seen from Table 1 , our sample has over 6.800 distinct firms for the 7,400 packages implying that most of our sample consists of contracts by distinct firms and therefore are free of this bias. As a result we expect that the magnitude of this problem to be small. 1994  302  319  1995  713  775  1996  980  1088  1997  901  988  1998  792  858  1999  698  766  2000  766  820  2001  853  912  2002  797  874  Total  6802  7400 4. RESULTS
Univariate tests
In this section we report our univariate and multivariate tests. Since the three most important terms in a loan contract are the interest spread, the maturity, and the restrictive covenants, we focus on these three variables. The interest spread is provided by the Dealscan database as measured as a spread over equivalent LIBOR. The maturity is provided in months. Finally, in order to measure the scope of the restrictive covenants, we follow Bradley and Roberts (2015) and construct an index of the intensity of covenant usage. Similar to them, we group covenants into six groups: secured, dividend, financial, asset sweep, debt sweep, and equity sweep. The covenant intensity index takes on a value of between 0 and 6 depending on the number of these covenants that are 9/styled-12/index.html and is based on the procedure described in Chava and Roberts (2008) .
actually present in a particular loan package. Thus, a package that has all six kinds of covenants will have a covenant intensity score of six and one that has none of the six will have a score of zero. As pointed out by Bradley and Roberts (2015) , this approach has a small disadvantage in implicitly assuming that the impact of the different groups of covenants is similar. However, it has the significant advantage of avoiding any subjective judgements and is well suited to a large sample study such as this one.
In Table 2 , we report the univariate differences between dual class and non-dual class firms in terms of the aforementioned three variables. The significance levels for a t-test of means and a Wilcoxon test for the overall central point of the distribution are also reported. As can be seen dual class firms typically pay a lower interest spread for their loans and borrow for longer maturities than do their non-dual class counterparts. These findings appear to indicate that lenders consider dual class firms to be better potential borrowers than non-dual class firms. However, the comparison for covenants shows that lenders also typically require them to agree to more extensive covenants. These last findings are at odds with the previous two in that they suggest that lenders consider dual class firms more and not less risky than non-dual class firms. Overall, these preliminary results indicate that the lending relationship for dual class firms is more nuanced than a straightforward increase or decrease in the potential for conflicts between lender and borrower. In the following tests we attempt to establish the robustness of these results and arrive at a feasible interpretation for them. 
Multivariate tests
In Table 3 , we report the results for OLS regressions with interest spread, maturity, and covenant intensity as the dependent variables of interest. The main predictor variable, dual, takes a value of 1 for dual class firms and a value of 0 for non-dual class firms. We control for the following firm level and deal level effects. The size of the firm is measured by the market value of equity plus the book value of assets minus the book value of equity as provided by Compustat. Credit risk is measured by Altman's (1968) Z-score. The market to book ratio for assets is measured as the size of the firm (as described above) divided by the book value of the firm. Assets maturity is measured as described by Stohs and Mauer (1996) . Asset tangibility is measured by the ratio of net property, plant and equipment to total assets. We also control for leverage measured as the total debt to equity ratio and the return on assets (computed as the ratio of operating income before depreciation to total assets). The size of the loan package is obtained from Dealscan. We also include two deal -level indicator variables. The first of these is, Revolver, is an indicator variable that equals one if the package includes a revolving credit facility. The other, Termloan, is an indicator variable that equals one if the package includes a term loan and zero otherwise. The regressions are run both with and without year fixed effects. Panel A of Table 3 reports the results for the interest spread. We find a negative and statistically significant relation between the use of dual class share structures and the interest spread. Based on these results, dual class firms appear to pay between 9 and 16 basis points lower in interest rates for the average loan. Several researchers (see, e.g., Goss and Roberts, 2011) have pointed out that the distribution of interest spread could be skewed and in such situations the log of the interest spread could give a more representative picture. We rerun our test with this alternate specification of the dependent variable. The results are reported in the last column of Table  3 , Panel A. Our conclusions remain qualitatively unchanged. Our results overall indicate that lenders anticipate less problems in dual class firms than they do for non-dual class ones. However, as discussed earlier, the interest spread is just one key part of the lending contact. We now turn to two other key elements of the lending contract -the loan maturity and the usage of restrictive covenants.
In Panel B of Table 3 we report the results from regressing the maturity of the loan contract on the dual class indicator and control variables. We observe a robust, positive and statistically significant relation between the dual indicator variable and the maturity of the loan. On average, dual class firms appear to borrow for maturities that are 7 to 8 months longer than loans made to firms with a single class of equity. As before, our results indicate that this conclusion is robust to controlling for year fixed effects as well as a logarithmic specification for the dependent variable. In Panel C of Table 3 we report similar regressions with covenant intensity as the dependent variable. We find a weaker but positive relationship between the use of covenants and the dual indicator. Although the coefficient estimate is significant in only three of the four specifications the magnitude is economically meaningful -our results indicate that loans taken by dual class firms have an average covenant intensity that is higher by about 0.12 to 0.16. This finding is at odds with the earlier ones with respect to interest spread and maturity. It suggests that although dual class firms are able to borrow for longer maturities and at a lower interest cost, they are subjected to more restrictive covenants. Overall our results are mixed with respect to our three primary hypotheses. We do find some support for our third hypothesis in the form of a greater use of covenants for loans made to dual class firms, suggesting that lenders perceive greater risk in lending to these firms. However, our results with respect to the interest spread and maturity of these loans suggest the opposite. We explore the role of covenants further in Table  4 . Following Christensen and Nikolaev (2012) and Dey, Nikolaev, and Wang (2015) we construct two new measures of covenant intensity. Performance based covenants (p_cov) rely on information from the income statement and are largely designed to monitor the ongoing performance of the firm in the form of tripwires that trigger when the firm's performance falls below a critical level. In contrast, capital based covenants (c_cov) are based on information from the balance sheet and are designed to ensure that the conflicts of interest such as those outlined by Myers (1977) and Myers and Majluf (1984) are mitigated. As discussed earlier, loans made to dual class firms are more likely to need performance based rather than capital based covenants. Our conjecture is strongly supported by the results in Table 4 . We observe a robust positive and significant relation between the dual indicator variable and the use of performance based covenants and an equally robust and negative relation between the dual indicator and capital based covenants. Similar to Dey, Nikolaev, and Wang (2015), our results indicate that lenders are likely to use more performance based covenants and less capital based covenants when they lend to dual class firms.
Our results thus far indicate a possible relation between the use of dual class share structures by firms and the interest spread, loan maturity, and restrictive covenants associated with lending to such firms. A possible concern arises from the potential endogeneity inherent in the OLS specifications. First, the three dependent variables could influence each other. Thus, a loan with a short maturity and multiple restrictive covenants (both of which we have shown to be dependent on the use of dual class share structures) would, ceteris paribus, be associated with a lower interest spread. As such, our specifications could suffer from an omitted variable bias such that the dual indicator variable could be correlated with error term. Second, as noted by Gompers, Ishii, and Metrick (2010), the use of dual class share structures is itself a choice and as such the dual indicator variable is endogenous for this reason as well. With these two issues in mind we use a two stage least squares regression to re-estimate the results reported in Tables 3 and 4 after correcting for endogeneity. 4 The pitfalls in selecting good instruments for dual class status are described by Gompers, Ishii, and Metrick (2010) -any variable related to firm performance that could make the control of a firm more attractive is also likely to change the valuation and the attractiveness of the firm as a potential borrower. Gompers, Ishii and Metrick (2010) note that the decision to use a dual class share structure is taken very early in a firm's history. Similar to them we use the following instruments: an indicator for being in the media industry at the IPO year; the percentile ranking of the IPO-year sales of the firm relative to other firms with the same IPO year; the percentile ranking of the IPO-year profits of the firm relative to other firms in the same IPO year; the percentage of all Compustat firms located in the same metropolitan or micropolitan statistical area (MSA) as the firm in the year of the firm's IPO; the percentage of all Compustat sales by firms located in the same MSA as a firm in the year of the firm's IPO. In addition, the three relations estimated in Table 3 are for the same sample of loans. As a result, there may be additional improvements in efficiency that we could get from estimating them as system of equations using three stage least squares. The results of the two stage least squares estimation are reported in Panel A of Table 5 and those from the three stage least squares estimation are reported in Panel B of Table  5 . 5 As can be seen, our conclusions from the OLS regressions do not change.
Thus far our results indicate that lenders to dual class firms insist on tougher restrictions through covenants, in particular, performance based covenants.
However, after imposing these restrictions, they then appear to lend for longer maturities and at lower interest spreads to these firms than they do to their single-class counterparts. Our interpretation of these findings is that the power wielded by holders of the superior class of shares results in two possibilities. First, it raises the possibility of their taking actions to the detriment of lenders. Second, many of the holders of the superior class of stock could be the controlling shareholders with incentives to reduce the risk of the firm and focus on long term survival. The lenders appear to control the first effect by imposing more performance based covenants. Having given themselves that assurance, they are then able to respond to the second effect by lowering interest spreads and raising maturities. If our interpretation is correct, then the lower interest spread and higher maturity of these loans will be driven by risk-averse policies adopted by the controlling shareholders.
We provide a preliminary test for this conjecture in Table 6 by regressing the standard deviation of the stock's returns on the dual class indicator variable. The standard deviation data is obtained from the Center for Research in Security Prices (CRSP). 6 We control for industry fixed effects using the Fama French 48-industry classification as well as for the following firm level variables that could be associated with the stock's volatility: size, leverage, R&D expenditure scaled by sales, capital expenditure scaled by sales, and advertising expenditure scaled by sales. Our results indicate that dual class firms exhibit significantly lower idiosyncratic risk as measured by stock price volatility than do comparable single-class firms. Overall, these results are supportive of our conjecture that the average dual class firms tends to focus more on survival and lower risk than a comparable single-class firm. 4 Ideally, it would have been desirable for us to include these "omitted variables" as endogenous predictor variables in our instrumental variable regressions. However, since interest spread, covenant intensity, and maturity are negotiated jointly, it is very difficult to think of any instrument that will be correlated with one but not the others. Nor does the empirical literature provide much guidance in this matter. As a result, we are forced to adopt the less powerful approach of excluding these variables and correcting for the endogeneity of the indicator for dual class firms. 5 As noted by Adams, Almeida, and Ferreira (2009), the standard 2SLS estimates are consistent even though the endogenous variable in question is binary (i.e. we are implicitly using the linear probability model in the first stage with its attendant problems). As they go on to discuss, other assumptions about the error distributions could be made, leading to alternative maximum likelihood estimation techniques. 6 CRSP reports the annual standard deviation of returns for stocks subject to there being sufficient data -defined as at least eighty percent of the observations -available. As a result of this stringent requirement we lose a number of observations for the results in Table 6 , largely for the smaller firms in our sample. 
CONCLUSION
In this paper we explore the contracting between dual class firms and lenders using information from the loan contracts available from Dealscan. Our results suggest that lenders impose significantly more performance -based covenants on dual class firms at the time of borrowing. However, they also charge dual class firms relatively lower interest rates and typically lend to them for longer maturities. Our evidence provides a fresh perspective on the growing literature that examines the impact of dual class shares structures. As noted by Adams and Ferreira (2008) , the debate about the use of dual class share structures has largely been framed in terms of whether they are value enhancing mechanisms or value reducing ones. However, even when stock prices or returns indicate that dual class share structures lower value, we are still left with unanswered questions. Do they destroy value for both shareholders and debt holders? Or could they be transferring value from shareholders to debt holders? By examining the contracting between dual class firms and lenders we begin to answer some of these questions. The fact that lenders impose more covenants and yet lend at lower rates suggests that the role of dual class shares is more nuanced. Our findings suggest that the impact of dual class share structures cannot be dismissed as outright value destruction. At least one major goal of the controlling shareholders of dual class firms appears to be that of lower risk and this raises the possibility that dual class firms could be especially attractive clients for lenders. We look forward to future research to further distinguish between different kinds of dual class shareholders and the impact of dual class share structures in different situations.
